USAWC  STRATEGY  RESEARCH  PROJECT 


CHINA’S  FREE  TRADE  RELATIONSHIP  WITH  THE  UNITED  STATES: 
ECONOMIC  BOON 
OR 

“UNRESTRICTED  WARFARE” 


by 


Commander  James  R.  Greenburg 
United  States  Navy 


COL  Jerome  J.  Comello,  USA  (RET)  Ph.D. 
Project  Advisor 


This  SRP  is  submitted  in  partiai  fuifiiiment  of  the  requirements  of  the 
Master  of  Strategic  Studies  Degree.  The  views  expressed  in  this  student 
academic  research  paper  are  those  of  the  author  and  do  not  refiect  the 
officiai  poiicy  or  position  of  the  Department  of  the  Army,  Department  of 
Defense,  or  the  U.S.  Government. 


U.S.  Army  War  College 
Carlisle  Barracks,  Pennsylvania  17013 


Report  Documentation  Page 

Form  Approved 

0MB  No.  0704-0188 

Public  reporting  burden  for  the  collection  of  information  is  estimated  to  average  1  hour  per  response,  including  the  time  for  reviewing  instructions,  searching  existing  data  sources,  gathering  and 
maintaining  the  data  needed,  and  completing  and  reviewing  the  collection  of  information.  Send  comments  regarding  this  burden  estimate  or  any  other  aspect  of  this  collection  of  information, 
including  suggestions  for  reducing  this  burden,  to  Washington  Headquarters  Services,  Directorate  for  Information  Operations  and  Reports,  1215  Jefferson  Davis  Highway,  Suite  1204,  Arlington 

VA  22202-4302.  Respondents  should  be  aware  that  notwithstanding  any  other  provision  of  law,  no  person  shall  be  subject  to  a  penalty  for  failing  to  comply  with  a  collection  of  information  if  it 
does  not  display  a  currently  valid  0MB  control  number. 

1.  REPORT  DATE 

03  MAY  2004 

2.  REPORT  TYPE 

3.  DATES  COVERED 

4.  TITLE  AND  SUBTITLE 

China’s  Free  Trade  Relationship  with  the  United  States  Economic  Boon 
or  Unrestricted  Warfare 

5a.  CONTRACT  NUMBER 

5b.  GRANT  NUMBER 

5c.  PROGRAM  ELEMENT  NUMBER 

6.  AUTHOR(S) 

James  Greenhurg 

5d.  PROJECT  NUMBER 

5e.  TASK  NUMBER 

5f.  WORK  UNIT  NUMBER 

7.  PERFORMING  ORGANIZATION  NAME(S)  AND  ADDRESS(ES) 

U.S.  Army  War  College, Carlisle  Barracks, Carlisle, PA, 17013-5050 

8.  PERFORMING  ORGANIZATION 

REPORT  NUMBER 

9.  SPONSORING/MONITORING  AGENCY  NAME(S)  AND  ADDRESS(ES) 

10.  SPONSOR/MONITOR’S  ACRONYM(S) 

11.  SPONSOR/MONITOR’S  REPORT 
NUMBER(S) 

12.  DISTRIBUTION/AVAILABILITY  STATEMENT 

Approved  for  public  release;  distrihution  unlimited 

13.  SUPPLEMENTARY  NOTES 

14.  ABSTRACT 

See  attached  file. 

15.  SUBJECT  TERMS 

16.  SECURITY  CLASSIFICATION  OF: 

17.  LIMITATION  OF 
ABSTRACT 

18.  NUMBER 
OF  PAGES 

34 

19a.  NAME  OF 
RESPONSIBLE  PERSON 

a.  REPORT 

unclassified 

b.  ABSTRACT 

unclassified 

c.  THIS  PAGE 

unclassified 

Standard  Form  298  (Rev.  8-98} 

Prescribed  by  ANSI  Std  Z39-18 


ABSTRACT 


AUTHOR:  JAMES  R.  GREENBURG 

TITLE:  CHINA’S  FREE  TRADE  RELATIONSHIP  WITH  THE  UNITED  STATES: 

ECONOMIC  BOON  OR  “UNRESTRICTED  WARFARE” 

FORMAT:  Strategy  Research  Project 

DATE:  27  February  2004  PAGES:  34  CLASSIFICATION:  Unclassified 

This  paper  examines  the  emergence  of  China  as  an  economic  power  in  Asia.  Both  major 
U.S.  political  parties  have  endorsed  a  policy  of  extensive  economic  engagement  with  China  as 
being  in  the  nation’s  interests.  However,  there  are  aspects  of  Chinese  economic  behavior  that 
indicate  the  United  States  should  proceed  with  caution. 

This  paper  reviews  the  nature  of  the  U.S.  -  China  free  trade  relationship  and  the  impact  of 
that  relationship  on  U.S.  national  security  interests  in  the  still  evolving  post-Cold  War  world.  In 
order  to  put  Chinese  economic  strategy  in  perspective  and  to  advance  understanding  of  China’s 
long-term  strategic  objectives,  China’s  economic  strategy  is  examined  relative  to  the  Opium 
Wars  and  the  recently  published  Chinese  concept  of  “Unrestricted  Warfare.”  Other  issues 
examined  include  implications  of  China’s  exercise  of  its  economic  power  in  the  Asia-Pacific  as  it 
establishes  regional  trade  alliances;  United  States  strategic  vulnerabilities  created  by  the 
interdependent  effects  of  a  struggling  economy  and  record  budget  and  trade  deficits  -  while 
financing  the  Global  War  on  Terror;  and  China’s  pattern  of  economic  opportunity  denial  and 
resource  dominance  in  Asia. 

This  paper  concludes  that  the  United  States  should  engage  China  in  a  free  and  open  trade 
relationship  in  a  way  that  denies  China  opportunities  to  exploit  that  relationship  in  ways 
detrimental  to  U.S.  National  Security  Interests.  In  this  regard,  a  recommendation  to  employ  a 
carefully  crafted  strategy  of  “Strategic  Pushback”  is  offered.  This  proposed  strategy  is  focused 
on  the  concerted  strengthening  of  the  U.S.  economy,  strengthening  U.S.  relationships  with  the 
countries  of  Asia  and  commitment  to  the  maintenance  of  a  dominant  U.S  military  presence  in 
the  Asia-Pacific  through  the  year  2050. 
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CHINA’S  FREE  TRADE  RELATIONSHIP  WITH  THE  UNITED  STATES: 
ECONOMIC  BOON  OR  “UNRESTRICTED  WARFARE” 


“If  the  advantage  te  us  is  great  of  a  China  open  to  commerce,  the  danger  to  us 
and  to  her  is  infiniteiy  greater  of  a  China  enriched  and  strengthened  by  the 
materiai  advantages  we  have  to  offer,  but  uncontrolied  in  the  use  of  them.” 

— ^Aifred  Thayer  Mahan 

China's  accession  to  the  Worid  Trade  Organization  in  December  2001  was  a  cause  for 
ceiebration  among  advocates  of  free  trade  and  giobaiization.  For  over  two  decades,  since 
Chinese  Premier  Deng  Xia  Peng’s  impiementation  of  the  “Four  Modernizations”  -  agricuiture, 
industry,  science  and  technoiogy,  and  miiitary  -  China’s  economy  has  been  growing  and  the 
government  has  been  siowiy  -  but  steadiiy  -  adopting  Western  market  oriented  economic 
norms  with  the  objective  of  faciiitating  China’s  integration  into  the  giobai  economy.  Chinese 
efforts  at  economic  modernization  have  yieided  significant  resuits.  Whiie  the  average  worid 
economic  growth  is  expected  to  hover  at  approximateiy  3.5%  per  annum  for  the  foreseeabie 
future,  Chinese  economic  growth  for  2003  is  projected  to  be  neariy  8%.  ’  Additionaiiy,  projected 
sustained  yeariy  economic  growth  of  6-8%  per  year  is  expected  to  further  expand  China’s 
market  potentiai  by  increasing  average  Chinese  per  capita  income  by  250%  from  $1 ,300  to 
$4,550  by  2020.^  These  economic  indicators  are  particuiariy  significant  given  that  China's 
popuiation  by  2020  is  expected  to  exceed  1 .38  biliion.  ®  In  view  of  the  dynamics  of  the  giobai 
economy  and  the  opportunities  afforded  by  the  potentiai  of  the  Chinese  market,  a  U.S.  nationai 
interest  shouid  be  engagement  of  China  in  free  trade  to  the  greatest  reasonabie  extent. 
Flowever,  as  we  engage  China,  we  shouid  as  weii  carefuiiy  consider  China’s  iong-term  strategic 
objectives  -  inciuding  her  motives  and  future  intentions  as  she  emerges  as  a  stronger  piayer  in 
the  giobai  economy.  There  are  indicators  that  the  United  States  shouid  proceed  with  caution. 
As  much  as  China’s  economic  emergence  represents  opportunity  for  the  United  States,  it  aiso 
represents  a  significant  new  geopoiiticai  chaiienge  for  the  future  of  the  United  States  as  a  worid 
power  in  generai  and  as  a  power  in  Asia  specificaiiy. 

CHINESE  LONG-TERM  STRATEGIC  OBJECTIVES 

Many  believe  that  China's  long-term  strategic  objectives  center  on  national  unity  and 
regional  hegemony.  As  the  U.S.  engages  China  politically  and  economically,  it  should  be 
aware  of  China's  overall  long-term  objectives  and  the  impact  of  China's  strategy  for  achieving 
those  objectives  on  the  United  States’  ability  to  safeguard  and  advance  its  core  strategic 
interests  -  maintaining  its  physical  security,  bolstering  its  economic  prosperity  and  promoting  its 


values.  China's  strategy  focuses  on  achieving  its  grand  strategic  objective  of  restoring  the 
“Middle  Kingdom’’  -  the  Chinese  ambition  for  regional  hegemony.  This  means  China  wields 
sufficient  economic  power  and  -  by  extension  -  political  power  to  assure  that  no  major  decision 
can  be  made  in  Asia  or  about  Asia  without  Beijing’s  approval  or  acquiescence.  If  China 
acquires  such  regional  dominance,  her  ascension  could  lead  to  a  gradual  diminution  of  United 
States  influence  and  credibility  in  Asia,  culminating  in  a  U.S.  withdrawal  from  any  role  in 
maintaining  and  fostering  Asian  security  and  stability.  Yet  another  scenario  might  be  the 
gradual  establishment  of  an  environment  in  which  U.S.  interests  are  permitted  to  prosper  in  Asia 
but  only  at  Beijing’s  pleasure.  This  Strategy  Research  Paper  (SRP)  examines  the  prospective 
economic  component  of  China's  overall  strategy  to  achieve  its  objective  of  restoring  the 
hegemony  of  the  “Middle  Kingdom.’’  To  understand  21  Century  Chinese  strategy,  we  should 
consider  the  past  two  centuries  of  Chinese  economic  relations  with  the  West. 

THE  OPIUM  WARS  AND  CHINA’S  21®^  CENTURY  STRATEGIC  OBJECTIVES 

Prior  to  1 840,  China  strictly  controlled  its  contact  with  the  outside  world.  Its  foreign 
trade  relationships  were  organized  into  the  “Canton  System,”  so  called  because  only  the  port  of 
Canton  was  open  to  foreign  trade.  There,  western  merchants  were  permitted  to  deal  only  with 
government  appointed  merchants  called  “Gong  Hang”  (officially  authorized  firms)  who 
monopolized  Western  trade. 

The  Chinese  had  two  main  reasons  for  imposing  such  strict  limitations  on  trade.  First, 
China's  foreign  policy  was  dominated  by  their  sense  of  superiority.  Central  to  this  superior 
attitude,  was  the  Chinese  concept  of  the  “Middle  Kingdom.”  The  Chinese  believed  that  the 
Heaven  was  round  and  the  Earth  square.  The  Heaven  projected  its  circular  shadow  onto  the 
center  of  the  Earth.  The  area  under  the  shadow,  “Tian  Xia”  (Zone  beneath  the  Heaven)  was 
China  itself.  Hence,  China  was  the  Heavenly  “Middle  Kingdom.”  The  corners  of  the  square 
(Earth)  not  under  the  celestial  emanation  were  ruled  by  foreign  “yi”  -  barbarians.  Thus,  to  the 
Chinese,  foreigners  could  not  be  on  equal  terms  with  the  Emperor,  the  “Son  of  Heaven,”  and  his 
children,  Chinese  citizens.  Economically,  this  sense  of  superiority  was  reinforced  by  the  insular 
nature  of  the  Chinese  economy  which  was  based  on  urban  handicraft  and  rural  homesteading.'* 

The  second  -  and  most  important  -  reason  the  Chinese  Government  so  strictly  limited 
trade  was  its  desire  to  protect  itself.  In  China,  instability  often  flourished  when  external  threats 
exacerbated  internal  disturbances.  The  Manchu  rulers  themselves  used  civil  unrest  in  China  to 
conquer  China  and  set  up  their  Qing  Dynasty  in  1 644.  The  Manchu  could  not  risk  foreign 
intrusions  that  may  help  to  overthrow  them.  The  Manchu  feared  foreigners  would  discover 
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China’s  weaknesses,  but  they  were  even  more  afraid  that  the  Chinese  peopie  might  coiiaborate 
with  them. 

Despite  such  strict  iimitations,  Chinese  foreign  trade  increased  significantiy  during  the 
iate  1 8*''  and  eariy  1 9"^  Centuries.  As  western  purchases  of  high  quaiity  Chinese  tea  and  siik 
grew,  western  countries  found  themseives  with  iarge  and  rising  trade  deficits  with  China 
because  the  Chinese  showed  iittie  interest  in  western  products.  Finaiiy,  in  1820,  the  West  found 
a  product  which  wouid  seii  in  China,  opium. 

Opium  was  first  manufactured  in  China  for  medicinai  purposes  at  the  end  of  the  15"^ 
Century,  in  1 729,  aiarmed  at  the  debiiitating  effect  of  opium  use,  the  Emperor  prohibited  the 
saie  of  opium  mixed  with  tobacco  and  banned  opium-smoking  houses.  Seiiing  opium  was 
“ciassed  with  robbery  and  instigation  to  murder,  and  punished  with  banishment  or  death.”  ®  Stiii, 
opium  smuggiing  deveioped  rapidiy  aiong  China’s  south  coast.  In  1 820,  9,708  chests  of  opium 
were  smuggied  into  China  (a  chest  contained  approximateiy  135ibs  of  Opium):  By  1835,  that 
number  had  increased  to  35,445  chests,  an  increase  of  over  350%.  The  resuits  were 
devastating  to  Chinese  society;  virtuaiiy  aii  men  under  40  smoked  opium,  the  entire  army  was 
addicted.  ®  The  opium  trade  soon  turned  the  western  trade  deficit  with  China  into  a  trade 
surpius.  China  couid  not  export  enough  tea  and  siik  to  baiance  the  deficit,  instead,  the  baiance 
was  made  up  by  the  export  of  highiy  vaiued  Chinese  siiver.  In  1 839,  Chinese  opium  smokers 
spent  100  miiiion  taeis  (an  oid  Chinese  monetary  unit  equivaient  in  vaiue  to  1  1/3  ounces  of 
standard  siiver),  whiie  the  government’s  entire  annuai  revenue  totaied  oniy  40  miiiion  taeis. 

This  drain  of  siiver  severeiy  weakened  the  Chinese  Government.  In  1 839,  an  unnamed 
Chinese  officiai  predicted,  “if  we  continue  to  aiiow  this  trade  to  fiourish,  in  a  few  dozen  years,  we 
wiii  find  ourseives  not  oniy  with  no  soidiers  to  resist  the  enemy,  but  aiso  with  not  money  to  equip 
the  army.”^ 

In  1 839,  growing  ever  more  aiarmed  at  the  economic  and  sociai  effects  of  opium 
addiction,  the  Emperor  sent  a  speciai  commissioner,  Lin  Ze-xu,  to  Canton  to  eradicate  opium 
smuggiing.  Empioying  a  “take  not  prisoners”  approach,  Lin  effectiveiy  decapitated  the 
smuggiing  trade  in  Canton.  In  addition  to  attacking  the  iiiicit  Opium  trade,  Lin  aggressiveiy 
pursued  foreigners  accused  of  committing  crimes  on  Chinese  soii.  When  a  Chinese  man  was 
kiiled  at  the  hands  of  a  group  of  drunken  British  saiiors  in  Kowioon  (a  mainiand  viliage  near 
Hong  Kong),  Lin  demanded  that  the  British  hand  over  the  accused  men  for  triai  in  Chinese 
courts.  Citing  the  doctrine  of  extraterritoriaiity,  the  British  heid  that  a  British  subject  accused  of  a 
crime  in  China  couid  be  tried  by  the  court  of  his  nation’s  consuiate  in  China,  not  in  a  Chinese 
court.  The  accused  men  were  tried  by  Captain  Charies  Eiliot,  the  British  Chief  Superintendent 
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of  Trade  in  Canton.  When  Lin  demanded  that  the  men  be  delivered  to  Canton  to  be  tried  in  a 
Chinese  court,  Elliot  refused,  assuring  him  that  the  men  would  be  appropriately  punished  when 
they  returned  to  England.  To  force  Elliot  to  submit  to  his  demands,  Lin  ordered  a  halt  to  delivery 
of  all  supplies  to  British  ships  anchored  at  Macao.  Freshwater  springs  known  to  be  used  by  the 
British  at  points  along  the  coast  were  poisoned.  On  September  4, 1 839,  British  ships  attacked 
three  Chinese  junks  attempting  to  prevent  a  British  party  from  going  ashore  at  Kowloon  to 
obtain  water  and  supplies.  The  crisis  continued  to  build  and  finally  erupted  into  the  First  Opium 
War  on  November  3, 1 839  when  British  Warships  approached  the  Chinese  fleet  and  demanded 
supplies  and  the  immediate  resumption  of  trade.  After  the  Chinese  dismissed  the  British 
demands,  the  British  attacked  the  Chinese  fleet  sinking  five  war  junks  and  damaging  several 
others.® 

THE  TREATY  OF  NANJING 

The  first  Opium  War  was  concluded  in  August  1 842  by  the  T reaty  of  Nanjing.  Key 
provisions  of  this  treaty  (and  its  supplements  in  July  and  October  1 843)  were: 

•  The  issue  of  Extraterritoriality  was  settled:  All  British  citizens  would  be  subject  to 
British,  not  Chinese,  law  if  they  committed  any  crime  on  Chinese  soil.  Furthermore, 
any  Chinese  who  either  dealt  with  the  British,  lived  with  them,  or  were  employed  by 
them  were  also  exempted  from  Chinese  law. 

•  Five  ports  would  be  opened  to  trade:  Canton,  Shanghai,  Foochow,  Ningpo,  and 
Amoy. 

•  One  Royal  Navy  ship  would  be  stationed  at  each  T reaty  Port. 

•  The  Chinese  would  pay  the  British  a  war  indemnity  of  21  million  Mexican  dollars. 

•  The  British  would  no  longer  have  to  pay  tribute  to  the  Imperial  Administration. 

•  China  would  have  to  negotiate  all  customs  duties  with  other  countries. 

•  Chinese  import  duties  were  lowered  from  65%  to  5%. 

•  The  Chinese  would  provide  accommodations  for  Western  merchants  and  their 
families. 

•  China  ceded  Hong  Kong  to  the  British. 

•  The  British  were  given  “Most  Favored  Nation”  trade  status  extending  to  Britain  any 
privilege  held  in  China  by  any  other  country.  This  provision  was  later  extended  to  all 
countries  dealing  with  China.® 
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THE  SECOND  AND  THIRD  OPIUM  WARS 

In  1856,  tensions  between  the  Chinese  and  western  countries  again  came  to  a  head. 
The  British  and  French  were  incensed  by  what  they  perceived  as  Chinese  intransigence  in 
restricting  trade  in  the  Treaty  Ports.  For  their  part,  the  Chinese  were  angered  at  the  whoiesaie 
export  of  Chinese  nationais  to  America  and  the  Caribbean  to  work  at  what  was  considered  siave 
iabor.  These  tensions  ied  to  the  Second  Opium  War  which  continued  as  a  series  of  skirmishes 
untii  1858  when  it  was  terminated  by  the  Treaty  of  Tianjin  which  further  humiiiated  and 
weakened  the  imperiai  Chinese  Government  by  forcing  China  to  open  eieven  more  ports,  permit 
foreign  legations  in  Beijing,  sanction  Christian  missionary  activity  and  iegaiize  the  importation 
and  consumption  of  opium,  in  1 859,  China  attempted  to  biock  the  entry  of  foreign  dipiomats 
into  Peking  sparking  the  Third  Opium  War.  During  this  war,  British  Navai  Forces  ravaged  the 
Chinese  coastiine  and  British  and  French  forces  briefiy  occupied  Peking  and  burned  the 
Imperiai  Summer  Paiace.  The  Third  Opium  War  was  brought  to  a  ciose  in  1 860  by  the 
Conventions  of  1 860  which  forced  China  to  reaffirm  the  provisions  of  the  T reaty  of  Tianjin.^" 

HUMILIATION  AND  SHAME:  THE  EFFECTS  OF  THE  OPIUM  WARS  ON  CHINA 

The  Opium  Wars  has  four  effects  on  China: 

•  China  became  a  semi-feudal,  semi-colonial  state .  Western  countries  and  interests 
were  not  subject  to  Chinese  law  and  China  lost  control  of  its  domestic  and 
international  trade. 

•  Chinese  territorial  integrity  and  sovereignty  were  breached .  China  was  forced  to 
cede  Hong  Kong  to  the  British  and  acquiesce  to  the  stationing  of  British  warships  in 
the  Treaty  Ports. 

•  The  Chinese  economy  was  devastated.  Drastic  reductions  in  import  duties  and  the 
ensuing  massive  volume  of  trade  shattered  Chinese  industries,  destroyed  the  textile 
industry  through  the  influx  of  cheap,  western  machined  produced  products  and 
triggered  a  monetary  crisis. 

•  The  Manchu  Rulers  of  the  Qing  Dynasty  were  discredited .  By  signing  the  “unequal 
treaties”  at  the  conclusion  of  each  Opium  War  without  exhausting  all  possibilities  of 
resistance,  the  government  demonstrated  that  it  could  not  represent  and  protect  the 
interest  of  the  Chinese  people  in  either  the  international  or  domestic  arenas. 

To  the  Chinese,  the  Opium  Wars  and  the  period  of  “unequal  treaties”  were  shameful  and 
degrading.  Humiliated  by  the  social  chaos  and  the  weakening  of  the  Manchu  rulers,  Chinese 
intellectuals  resolved  to  make  China  strong.  The  lessons  these  intellectuals  gleaned  from  this 
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period  in  their  history  formed  the  basis  of  a  poiicy  of  “seif  strengthening.”  Prior  to  the  Opium 
Wars,  the  Chinese  concept  of  western  countries  was  vague  and  in  some  cases  preposterous. 

A  prominent  inteiiectuai  of  this  period,  Wei  Yuan,  proposed  that  in  order  to  fight  the  west,  China 
must  iearn  from  the  West.  The  inteiiectuais  beiieved  that  simpiy  adapting  western  technoiogies 
and  industries  was  not  enough:  China  must  undergo  poiiticai  reforms,  private  enterprises 
shouid  be  formed  to  compete  in  the  market  piace,  and  China  shouid  iearn  the  art  of  internationai 
dipiomacy." 

The  humiiiation  and  iessons  of  the  Opium  Wars  and  the  period  of  “unequai  treaties”  over 
1 60  years  ago  are  deepiy  rooted  in  the  Chinese  psyche.  The  iessons  and  experience  of  these 
wars  stiii  guide  China’s  thought  and  conduct  in  its  internationai  reiations  in  the  21  Century, 
particuiariy  as  it  emerges  as  an  economic  power  in  Asia.  Is  China’s  emergence  benevoient? 

Or  is  it  prompted  by  a  renewed  sense  of  superiority,  desire  for  seif-protection,  and  Wei  Yuan’s 
counsei  that  the  purpose  of  iearning  from  the  West,  is  to  effectiveiy  fight  the  West?  As  China 
continues  to  grow  in  economic  power  and  infiuence,  there  are  indications  that  it  has  adopted  a 
iong-term  competitive  strategy  vis-a-vis  its  reiationship  with  the  United  States.  As  part  of  this 
strategy,  it  appears  that  China  has  identified  the  economic  struggie  as  the  Center  of  Gravity  of 
this  competition,  indeed,  some  might  argue  that  the  Chinese  strategy  centers  on  an  “economic 
attack”  against  aii  four  eiements  of  U.S.  nationai  power  in  Asia  -  dipiomatic,  informationai, 
miiitary,  and  economic.  Using  this  strategy,  China  can  attack  the  dipiomatic  iegitimacy  of  U.S. 
power  and  infiuence  in  Asia  through  the  estabiishment  of  muitiiaterai  trade  and  security 
reiationships  throughout  the  region.  It  can  attack  the  informational  credibility  of  the  U.S.  through 
an  information  campaign  focused  on  the  message  of  creating  an  East  Asian  community  that 
gives  all  states  a  collective  voice  for  dialog  in  resolving  disputes  by  promoting  more  regional 
cooperation  in  maintaining  security  to  bring  about  lasting  peace  and  stability  through  the 
establishment  of  a  “new  international  political  and  economic  order  that  is  fair  and  rational.”'^ 
China  can  also  attack  U.S.  military  power  through  economic  means,  thus  forcing  a  diminution  of 
United  States  military  power  in  Asia  and  a  relative  change  in  the  “correlation  of  forces”  and 
regional  influence  and  power  in  China’s  favor.  Finally,  this  strategy  will  enable  China  to  attack 
U.S.  economic  stability  by  gaining  a  position  that  permits  it  to  threaten  the  growth  and  vitality  of 
the  American  economy,  as  well  as  the  economies  of  the  major  U.S.  allies  in  the  Asia-Pacific,  by 
changing  political  and  economic  alignments  in  Asia.  The  worst  case  effect  of  such  a  strategy 
would  be  to  make  U.S.  interests  and  economic  power  in  Asia  subject  to  Beijing’s  pleasure. 
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ECONOMIC  ATTACK  AND  “UNRESTRICTED  WARFARE” 

In  February  1999,  two  People’s  Liberation  Army  Coioneis,  Qiao  Liang  and  Wang 
Xiangsui  oubiished  Unrestricted  Warfare:  Assumptions  on  War  and  Tactics  in  the  Age  of 
Giobaiization.  The  ideas  espoused  in  this  document  are  a  product  of  extensive  Chinese  study 
of  the  U.S.  method  of  warfare  in  generai  with  specific  emphasis  on  the  first  Quit  War  (1990-91) 
and  Operation  “Desert  Fox”  (December  1998).  Their  study  identified  weaknesses  in  what 
appeared  to  be  overwheiming  U.S.  superiority.  Based  on  their  assessment  that  China  wiii  be 
disadvantaged  both  quaiitativeiy  and  quantitativeiy  in  key  aspects  of  traditionai  miiitary 
competition  with  the  United  States  for  the  foreseeabie  future,  this  Chinese  approach  of 
“unrestricted  warfare”  focuses  on  what  the  authors  caii  a  “new  concept  of  weapons,”  which 
proposes  innovative  or  asymmetric  ways  of  empioying  existing  weapons  and  methods,  rather 
than  the  deveiopment  of  “new-concept  weapons”  which  they  define  as  new  high  technoiogy 
weapons  deveioped  to  impiement  new  or  evoived  strategy.  According  to  “unrestricted  warfare,” 
whatever  provides  benefits  to  mankind  can  aiso  be  turned  around  to  be  a  weapon  to  harm 
mankind.”  With  this  in  mind,  the  authors  advocate  avoiding  high  technoiogy  arms  races.  Their 
reasons  for  this  are  two-foid.  First,  an  arms  race  pieces  an  undue  economic  burden  on  a 
country  to  maintain  a  competitive  position  in  the  highly  dynamic  and  vuinerabie  area  of  “new- 
concept  weapons”  design  and  deveiopment.  And  second,  over-reliance  on  high  technoiogy 
battiefieid  oriented  weapons  limits  the  country  empioying  the  weapons  in  its  abiiity  to  effectiveiy 
act  against  a  iower  technoiogy  -  but  innovative  and  resourcefui  -  asymmetric  threat  through  the 
fuii  spectrum  of  confiict,  to  inciude  the  dipiomatic,  information,  miiitary  and  economic 
instruments  of  power.  The  authers  go  on  to  state  that  “To  our  way  of  thinking,  a  pianned  stock 
market  crash,  a  computer  virus  attack,  making  the  currency  exchange  rate  ef  an  enemy  ceuntry 
erratic,  cr  spreading  rumers  on  the  internet  about  the  ieaders  of  an  enemy  ceuntry,  can  ail  be 
thought  of  as  a  “new  concept  ef  weapons.”^''  Relying  on  these  ideas,  the  Chinese  seem  to 
have  adepted  a  predominantiy  asymmetric  competitive  strategy  tewards  the  United  States  -  a 
competitive  strategy  -  which  in  the  spirit  of  Sun  Tzu  -  is  centered  en  achieving  its  ebjective 
whiie  avoiding  open  or  armed  cenflict.  Notabiy,  this  strategy  was  fermuiated  and  adopted  within 
the  context  of  a  Chinese  perception  that  the  United  States  is  in  decline  as  a  Superpewer, 
particuiariy  in  the  aftermath  ef  the  terrorist  attacks  of  1 1  September  2001 .  Some  Chinese 
beiieve  that  these  attacks  might  even  hoid  ieng-term  benefits  for  Chinese  economic 
growth. 

There  are  two  specific  indicators  that  China's  strong  economic  emergence  has  been 
incorporated  as  a  component  of  “unrestricted  warfare.”  First,  the  Chinese  have  maneuvered 


7 


other  Asian  nations  and  the  United  States,  economicaiiy  and  peiiticaiiy,  into  reiationships  which 
are  essentiaiiy  “webs  of  economic  dependence”  upon  China;  reiationships  in  which  China  hoids 
significant  advantages.  Second,  the  Chinese  have  engaged  in  a  strategy  ef  economic 
opportunity  deniai  and  resource  dominance  in  Asia. 

CHINA’S  “WEB”  OF  ECONOMIC  DEPENDENCE 

Over  the  past  ten  years,  China  has  exhibited  a  manipuiative  econemic  and  trade 
strategy  with  respect  to  currency  vaiuation.  Paradexicaiiy,  this  has  made  China  both  a 
contributor  to  economic  crisis  and  aiso  a  rescuer  from  its  effects,  in  1 994,  China  devaiued  its 
currency  by  33%.  Many  ecenomists  beiieve  that  this  action  had  the  net  effect  of  significantiy 
undercutting  the  export  earnings  ef  severai  Asian  Countries  at  a  time  when  their  ecenomies 
were  aiready  unstabie  due  to  internai  mismanagement.  Thus,  the  Chinese  devaiuation  provided 
the  finai  impetus  for  the  Asian  Financiai  Crisis  of  1 997-98.  Significantiy,  as  soon  as  the  1 997 
Asian  Financiai  Crisis  began,  China  piedged  $1 B  to  Thaiiand  as  part  of  an  internationai  aid 
package  designed  to  boister  that  country’s  hard-hit  economy.  Later,  Beijing  piedged  another 
$1 B  te  indonesia  if  Jakarta  agreed  te  ecenomic  reforms  demanded  by  the  Internationai 
Monetary  Fund  (IMF)  as  prerequisites  fer  IMF  assistance.  China  ceuid  make  such  piedges  with 
reiative  ease  because  in  the  3.5  years  since  devaiuing  its  currency,  it  had  amassed  over  $1 43B 
in  foreign  exchange  reserves  en  which  it  ceuid  draw  to  assist  distressed  Asian  natiens  and 
absorb  any  Chinese  expert  iesses.  At  the  time  of  the  1 997  crisis,  the  amount  of  foreign 
exchange  reserves  heid  by  China  was  second  oniy  to  the  reserves  heid  by  Japan,  $220B,  and 
was  more  than  those  heid  by  Germany  {$77B)  and  the  United  States  ($59B)  combined.  In 
January  1998,  Bao  Kexin,  the  Directer-General  of  China’s  Department  of  Foreign  Trade  and 
Economic  Reiations,  articuiated  Chinese  strategy  when  he  stated  that  China  wouid  be  a  “safe 
isiand  that  wouid  provide  financiai  stabiiity  te  Asia  in  the  midst  of  the  crisis.” This  strategy 
gave  China  significant  infiuence  over  many  Southeast  Asian  Nations  at  a  time  when  western 
capitai  was  being  withdrawn.  One  Thai  businessman  compiained  in  the  aftermath  of  the  crisis 
that  Beijing's  infiuence  in  Thaiiand,  both  officiaiiy  and  through  Thai-Chinese  business 
reiationships,  had  become  so  pervasive  that  “Thai  foreign  poiicy  is  made  in  Beijing.”  Five 
years  after  it  began,  it  was  observed  that  the  iingering  effects  ef  the  1 997  crisis  were  such  that 
the  eniy  way  seme  Southeast  Asian  Nations  wouid  be  abie  to  compete  with  China  wouid  be  to 
restore  investment  to  pre-1997  ieveis.  These  natiens,  ied  by  Brunei,  Cambodia,  Indonesia, 
Laos,  Maiaysia,  Myanmar,  the  Phiiippines,  Singapore,  Thaiiand,  Vietnam  and  Timor  Leste,  aii  of 


8 


whom  make  up  the  Association  of  Southeast  Asian  Nations  (ASEAN),  are  encouraging  this 
investment;  however,  in  a  way  that  is  clearly  beneficial  to  China. 

THE  CHINA-ASEAN  FREE  TRADE  AGREEMENT 

In  2002,  Singapore’s  exports  to  China  soared  33.1%  while  exports  to  the  United  States 
fell  7.9%;  Malaysia’s  exports  to  China  grew  10%  that  year  while  those  to  the  U.S.  grew  by  only 
3%. Indeed,  Chinese  economic  ties  with  ASEAN  are  continuing  to  grow  even  closer.  In 
October  2003,  China  and  ASEAN  Nations  signed  the  ChIna-ASEAN  Free  Trade  Agreement 
(FT A)  at  the  ASEAN  Economic  Summit  In  Ball  Indonesia.  Many  observers  agree  that  this 
China-ASEAN  FTA  has  goals  beyond  mere  economic  Integration.  They  believe  the  treaty  is 
designed  to  provide  greater  Chinese  regional  influence  and  leadership  at  the  expense  of  the 
United  States.  By  the  time  this  agreement  -  the  goal  of  which  Is  to  remove  all  barriers  to  trade 
and  Investment  among  participants  -  is  fully  implemented  In  2012,  It  Is  expected  to  raise 
ASEAN  exports  to  China  by  approximately  50%  and  raise  China’s  exports  to  the  overall  region 
by  a  similar  margin.)  If  this  agreement  plays  out,  China  will  significantly  degrade  the  U.S. 
position  as  one  of  ASEAN’s  major  trading  partners  by  the  beginning  of  the  next  decade.  It  Is 
sobering  to  note  that  this  FTA  encompasses  1 .7  billion  consumers  in  countries  with  a  combined 
gross  domestic  product  of  $2trillion,  making  it  the  largest  FTA  in  the  world  In  terms  of  population 
and  potential  for  economies  of  scale  and  scope.  Although  this  FTA  does  not  go  into  effect 
officially  until  1  January  2005,  a  protocol  was  adopted  at  the  October  summit  to  implement  an 
“Early  Harvest”  program”  commencing  1  January  2004  whereby  China  will  give  early  import 
privileges  to  ASEAN  states  on  a  host  of  agricultural  products  and  limited  manufactured  goods. 
The  list  of  agricultural  products  was  finalized  at  the  summit,  however.  Individual  ASEAN  states 
will  have  to  agree  upon  a  list  of  eligible  manufactured  goods  on  a  one-on-one  basis  with  China. 
This  is  significant  since  China  has  little  Interest  in  importing  manufactured  goods  but  has  a 
much  greater  interest  in  importing  agricultural  products  given  Its  growing  water  shortage. 
Notably,  the  “Early  Harvest  Program”  Is  not  beneficial  to  the  Philippines,  a  major  longtime  U.S. 
ally  and  a  key  ally  In  the  Global  War  on  Terrorism  (GWOT).  Although  the  Philippines  possess 
more  than  sufficient  quantities  of  arable  land  to  meet,  and  even  exceed,  the  food  requirements 
of  its  population,  the  prevailing  weather  patterns  that  Philippine  farmers  must  contend  with  make 
it  challenging  to  meet  even  minimum  agricultural  production  requirements  making  it  unable  to 
benefit  from  agricultural  exports  to  China  or  to  practically  any  other  country.  Indeed  Manila  Is  a 
party  to  the  “Early  Harvest”  Protocol  and  is  eager  to  arrive  at  a  “mutually  satisfactory  list  of 
manufactured  goods”  for  export  to  China.  However,  If  the  negotiations  prove  disadvantageous 
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to  the  Philippines,  they  will  not  participate  in  the  “Early  Harvest  Program”  and  will  wait  until  201 0 
when  manufactured  goods  are  included  under  the  provisions  of  the  China-ASEAN  FTA. 

As  China  and  ASEAN  draw  closer  in  their  economic  relationship,  some  observers  have 
significantly  noted  that  China  is  not  just  dominating  non-hi-tech  manufactures  anymore;  but  with 
its  rapidly  expanding  knowledge  base,  China  is  also  positioning  itself  to  dominate  many  hi-tech 
manufactures  that  have  recently  been  the  main  source  of  exports  for  many  ASEAN  nations.  If 
this  trend  continues,  ASEAN  nations  will  need  to  be  wary  of  becoming  net  importers  of  Chinese 
products,  which  will  draw  them  further  into  a  “web  of  economic  dependence”  upon  China. 
Indeed,  as  overall  export  industries  have  grown  in  China,  many  regional  economies  have  begun 
exporting  fewer  finished  products  to  the  world  market  and  have  adapted  to  function  as  suppliers 
of  either  raw  material  or  component  parts  to  Chinese-based  industry.  The  finished  goods  from 
Chinese  plants  are  then  exported  by  China  to  markets  in  the  United  States,  Japan,  and  the 
European  Union.  China's  economic  strategy  not  only  has  implications  for  ASEAN  and  other 
Asian  nations  in  this  regard,  but  also  for  the  United  States. 

U.S.  -  CHINA  ECONOMIC  COMPARISON 

In  order  to  appreciate  the  degree  to  which  the  United  States  may  become  dependent 
upon  China,  the  size  of  the  two  countries'  economies  must  be  compared.  Consider  the  Gross 
Domestic  Products  (GDP)  of  the  two  countries.  GDP  provides  a  benchmark  for  a  country's 
economic  vitality  by  establishing  a  metric  for  the  total  amount  of  goods  and  services  produced  in 
a  country  during  a  1 2-month  period.  It  is  calculated  by  adding  together  the  market  values  of  all 
of  the  final  goods  and  services  produced  in  a  country  and  has  the  following  quantitative 
characteristics:  (a)  It  is  a  gross  measurement  because  it  includes  the  total  amount  of  goods  an 
services  produced,  some  of  which  are  simply  replacing  goods  that  have  depreciated  or  have 
worn  out;  (b)  it  measures  domestic  production  because  it  includes  only  goods  and  services 
produced  within  the  geographic  borders  of  the  country  whose  GDP  is  being  calculated;  (c)  it 
measures  current  production  because  it  includes  only  what  was  produced  during  the  year;  and 
(d)  it  measures  the  final  value  of  goods  produced  because  it  does  not  include  the  value  of  a 
product  when  sold  by  a  producer,  again  when  sold  by  the  distributor,  and  again  when  sold  by 
the  retailer  to  the  final  customer;  only  the  final  sale  is  counted. 

Comparison  of  GDP  by  Exchange  Rate  or  Purchasing  Power  Parity 

The  GDP's  of  different  countries  may  be  compared  by  converting  their  value  in  national 
currency  according  to  either  (a)  prevailing  exchange  rates  on  the  international  currency  markets, 
or  by  (b)  the  purchasing  power  parity  (PPP)  of  each  currency  relative  to  a  selected  standard 
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(usually  the  U.S.  dollar.)  PPP  theoretically  asserts  that  in  equilibrium  the  exchange  rate  that  will 
prevail  between  two  countries  will  be  that  which  equalizes  the  prices  of  traded  goods  in  each 
country.  In  this  process,  the  goods  considered  In  this  metric  are  weighted  according  to  their 
importance  in  the  economy.  PPP  exchange  rates  are  useful  for  comparing  living  standards 
between  countries.  Actual  exchange  rates  can  give  a  very  misleading  picture  of  living 
standards.  For  example,  If  the  value  of  the  Mexican  peso  falls  by  half  compared  to  the  dollar, 
the  GDP  measured  In  dollars  will  also  halve.  However,  this  doesn't  necessarily  mean  that 
Mexicans  are  any  poorer  -  If  Incomes  and  prices  measured  in  pesos  stay  the  same,  they  will  be 
no  worse  off,  assuming  that  Imported  goods  are  not  essential  to  Individual  quality  of  life. 
Measuring  the  economies  of  different  countries  using  PPP  rather  than  exchange  rates  helps  to 
avoid  this  problem.  The  relative  ranking  of  countries  by  GDP  may  differ  dramatically  depending 
upon  which  method  is  used. 

Economic  comparisons  using  official  exchange  rates  can  result  in  an  understatement  of 
the  relative  effective  domestic  purchasing  power  of  the  average  producer  or  consumer  within  a 
less  developed  country  by  50-60%,  depending  on  the  relative  strength  or  weakness  of  the  local 
currency  on  world  markets.  However,  on  the  other  hand,  comparisons  based  on  the  official 
currency  exchange  rates  tend  to  yield  a  better  Indication  of  a  country’s  purchasing  power  on  the 
International  market  for  goods  and  services.  But,  using  either  official  exchange  rates  or  PPP, 
the  U.S.  economy  is  the  largest  In  the  world.  The  United  States  accounts  for  approximately 
21 .1%  ($10. 7B)  of  the  world  $50. 7T  GDP.^®  Using  the  exchange  rate,  China’s  National  Bureau 
of  Statistics  estimates  that  China  will  finish  2004  with  a  GDP  of  approximately  $1 .44T,  an 
Increase  of  1 4.4%  over  2002.  This  figure  makes  China  the  world’s  fifth  largest  economy 
accounting  for  2.8%  of  World  GDP.  However,  measuring  by  PPP,  China’s  GDP  for  2003  is 
estimated  to  be  approximately  $6.1 6T;  57.6%  of  the  U.S.  GDP  for  2003.  By  this  measure, 
China  Is  not  the  world’s  fifth  largest  economy  at  2.7%  of  world  GDP.  Rather,  China  is  the 
world’s  second  largest  economy  accounting  for  12.1%  of  world  GDP.  By  this  measure  of  PPP, 

It  Is  followed  by  Japan  (7.1%),  India  (4.8%)  and  Germany  (4.4%).^®  Additionally,  whereas  the 
U.S.  GDP  is  forecast  to  level  off  at  approximately  $1 0.9T  through  June  2004,  the  Chinese  GDP 
Is  conservatively  projected  to  continue  to  increase  by  4%  during  the  same  six-month  period  and 
at  a  minimum  7.5%  year-on-year  for  the  foreseeable  future.  So,  according  to  either  measure, 
the  national  power  conferred  on  China  by  virtue  of  the  sheer  size  and  continuing  growth  of  its 
economy  should  not  be  discounted  nor  underestimated  at  any  level.  Without  doubt,  China’s 
economic  vitality  offers  this  huge  Aslan  nation  significant  freedom  of  movement  on  the  world 
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stage.  Indeed,  China’s  emerging  economic  strength  couid  uitimateiy  restrict  the  options  and 
movement  avaiiabie  to  the  United  States  and  its  aiiies  in  the  Asia-Pacific. 

THE  U.S.  -  CHINESE  ECONOMIC  RELATIONSHIP:  “WEB  OF  DEPENDENCE  ” 

Whereas  it  appears  that  China’s  strategy  is  to  achieve  the  dependence  of  Asian  Nations 
through  export  dependence,  China’s  strategy  for  drawing  the  United  States  into  a  “web  of 
economic  dependence”  appears  to  be  somewhat  different.  It  centers  on  achieving  significant 
advantage  through  a  monetary  poiicy  of  preventing  China’s  currency  from  being  traded  on  the 
worid  market  and  maintaining  it  in  an  undervaiued  status  by  as  much  as  40%,  and  a  systematic 
iong-term  transfer  of  capitoi  -  monetary,  human  and  inteliectuai  -  from  American  to  Chinese 
markets. 

Currency  undervaiuation  is  not  an  uncommon  economic  strategy.  During  the  1980s,  the 
Japanese  undervaiued  the  Yen.  Periods  of  undervaiuation  usuaiiy  coincide  with  periods  of 
rapid  economic  growth  in  order  to  make  exports  more  competitive  on  the  worid  market. 
However,  iong-term  undervaiuation  often  resuits  in  unbaianced  economic  growth  and  inefficient 
domestic  industries  since  the  undervaiuation  artificiaiiy  “props  up”  a  country’s  exports  and 
degrades  the  competitiveness  and  affordabiiity  of  imports.  Aithough  reasons  for  undervaiuing 
currencies  vary,  the  effect  of  the  undervaiuation  on  the  internationai  market  depends  on  the  size 
and  reiative  insuiarity  of  the  undervaiuing  country’s  economy,  as  weii  as  its  iong-term  economic 
strategy.  Generaiiy,  three  effects  wiii  resuit  in  proportion  to  the  undervaiuation:  exports  wiii 
become  more  competitive;  imports  wiii  become  iess  competitive/affordabie;  and  if  the  country 
chooses,  foreign  currency  reserves  can  be  increased  significantiy.  Whiie  it  is  true  that  the 
accumuiation  of  foreign  currency  reserves  in  and  of  itseif  does  not  confer  power  upon  a  country, 
it  can  add  significantiy  to  a  country’s  ootentiai  power. 

THE  UNDERVALUATION  OF  CHINESE  CURRENCY 

The  Chinese  currency,  the  Yuan  -  also  known  as  the  renminbi,  or  “peoples  money”  - 
has  been  fixed  at  about  8.28  to  the  U.S.  Dollar  since  1 994.  It  is  allowed  to  fluctuate,  but  only  in 
minute  increments  -  a  fraction  of  1  percent  -  and  in  government  controlled  trading.®' 

Ostensibly,  China  offers  two  principle  justifications  for  maintaining  this  policy  (despite  extensive 
pressure  by  the  U.S.  and  other  governments  to  revalue  its  currency).  First,  the  Chinese 
Government  asserts  that  it  cannot  afford  the  risk  of  letting  the  Yuan  trade  freely  on  the  world 
market  until  China’s  evolving  hybrid  socialist-market  system  develops  institutions  of  sufficient 
strength  and  maturity  to  guard  against  damaging  currency  speculation.  Second,  the  Chinese 
believe  that  the  increased  competitiveness  conferred  on  their  exports  by  an  undervalued 
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currency  is  essential  to  providing  jobs  to  millions  of  workers  who  might  otherwise  be 
unemployed  and  thus  become  a  potential  source  of  social  instability.  By  some  estimates  there 
are  as  many  as  36  million  unemployed  workers  in  Chinese  cities.  Additionally,  the  Chinese 
National  Bureau  of  Statistics  estimates  that  approximately  50  million  new  workers  will  enter 
China’s  workforce  by  2005.^^^  This  reasoning  notwithstanding,  Chinese  monetary  policy  holds 
significant  negative  consequences  for  the  U.S.  economy. 

The  U.S.  -  China  Trade  Deficit 

The  U.S.  -  China  trade  deficit  for  2003  was  $1 24B.'^''  This  figure  amounts  to  25.4%  of 
the  record  2003  U.S.  -  World  trade  deficit  of  $489. 4B.®®  By  the  end  of  2005,  the  U.S.  -  China 
deficit  is  projected  to  more  than  double  to  $300B.  For  the  month  of  October  2003  alone,  the 
U.S.  -  China  trade  deficit  was  $1 3.6B;  the  largest  monthly  trade  imbalance  the  United  States 
has  ever  recorded  with  any  country.  During  that  month,  the  U.S.  exported  $2.9B  worth  of  goods 
to  China  while  it  imported  $1 6.4B.®^  These  deficits  result  in  large  part  from  China’s  undervalued 
currency,  which  gives  their  exports  substantial  price  advantage  on  the  international  market  by 
making  them  significantly  cheaper,  while  imports  to  China  are  more  expensive.  Additionally, 
China  still  maintains  significant  tariffs  on  many  manufactured  goods.  Attempting  to  establish  a 
spirit  of  economic  cooperation  with  the  United  States,  China  recently  proposed  an  initiative  to 
further  reduce  the  U.S.  China  bilateral  trade  deficit. 

In  October  2003,  the  President  of  the  China  Council  for  the  Promotion  of  International 
Trade,  Wan  Jifei,  proposed  reducing  the  U.S.  -  China  trade  deficit  through  the  increased  export 
of  high  technology  electronics,  aviation  and  chemical  industrial  products  from  the  United  States 
to  China.  However,  in  the  opinion  of  some  observers,  this  was  a  dubious  proposal  because  the 
U.S.  has  sought  to  restrict  the  export  of  these  categories  of  products  because  of  their 
convenient  utility  in  modern  military  applications.  Irregardless,  the  Chinese  are  urging  the 
United  States  to  change  it  policies  in  this  area.®®  This  proposal  reflects  Chinese  understanding 
that  the  United  States  is  constrained  in  its  ability  to  force  changes  in  Chinese  trade  policy  for 
two  reasons.  First  it  is  dependent  upon  cheap  Chinese  imports  to  suppress  inflation  and  thus 
interest  rates,  while  its  economy  struggles  towards  recovery.  Second,  the  U.S.  is  becoming 
more  dependent  upon  Chinese  purchase  of  U.S.  securities  to  finance  an  ever  growing  budget 
deficit,  particularly  as  the  Bush  Administration  seeks  to  finance  a  Medicare  Prescription  Drug 
Benefit  and  reinvigorate  the  Space  Program  with  the  ultimate  goal  of  a  manned  mission  to  Mars. 
In  this  context,  the  Federal  Budget  Deficit  for  Fiscal  Year  (FY)  2005  is  expected  to  be  a  record 
$520  billion;  a  $1 45  billion  increase  over  the  FY-04  budget  deficit.  This  budget  deficit  is 
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largely  a  result  of  the  sluggishness  in  the  U.S.  economy.  This  sluggish  behavior  has  again 
come  to  the  forefront  as  U.S.  GDP  growth  for  October  through  December  2003  reflected  a  4% 
growth  rather  than  the  4.8%  growth  forecast  by  analysts.  This  fourth  quarter  GDP  performance 
was  down  from  the  8.2%  growth  recorded  In  October  2003. This  erratic  economic 
performance,  which  consistently  borders  on  a  slowdown,  is  perpetuated  by  the  $489.48  total 
U.S.  -  World  trade  deficit,  of  which  25.4%  was  attributable  to  China  in  2003.'*^  Although  overall 
U.S.  exports  wereufi  4.6%  during  2003  to  SIT*^  and  the  U.S.  -  China  trade  deficit  decreased  to 
$9.98  for  the  month  of  December,'*^  these  events  were  largely  accomplished  through  the 
devaluation  of  the  dollar,  down  over  20%  against  the  Euro  since  1  January  2003.'*''  Although 
this  devaluation  has  made  U.S.  exports  more  competitive  on  the  world  market.  It  has  had  only  a 
fraction  of  the  desired  effect  on  the  U.S.  trade  Imbalance  with  China  because  the  Chinese 
continue  to  peg  their  currency  to  the  dollar,  so  the  Yuan  maintains  parity  with  the  dollar  despite 
fluctuations  in  the  dollar’s  value. 

The  Transfer  of  Monetary  and  Human  Capitol  to  China 

U.S.  companies  are  investing  extensively  In  China.  In  fact,  recent  analysis  Indicates  that 
these  companies  are  not  merely  Investing  In  China,  in  many  cases,  they  are  transferring 
intellectual  capitol,  pathways,  networks,  and  even  factories.  This  phenomenon  is  not  just 
affecting  “blue  collar”  and  low  technology  manufacturing  sectors,  but  has  now  begun  to  Impact 
“white  collar”  and  high  technology  sectors.  The  lure  for  Investment  In  China  is  low  labor  costs 
that  average  as  low  as  one  twentieth  of  labor  costs  in  the  United  States.  A  worker  in  a  Chinese 
factory  typically  earns  an  average  of  .86  cents  per  hour  while  the  same  worker  would  earn 
anywhere  from  $8.50  to  $20  per  hour  In  a  U.S.  factory.  Fueled  by  a  large  pool  of  highly 
educated  workers  and  the  prospect  for  per  capita  income  to  more  than  double  over  the  next  1 5 
years,  the  Chinese  economy  has  absorbed  over  800,000  high  technology  U.S.  jobs  over  the 
past  decade  and  is  poised  to  absorb  even  more.  In  August  2003,  INTEL  announced  plans  to 
build  a  $375M  semi  conductor  factory  In  Chengdu,  setting  the  stage  for  China  to  become  a 
world  leader  In  the  production  of  semiconductors.  Additionally,  General  Motors  has  launched  a 
flagship  plant  In  Shanghai  and  has  recently  shifted  to  24  hour  production  to  keep  up  with 
demand  as  Chinese  workers  turn  in  their  bicycles  for  automobiles  and  make  China  the  fastest 
growing  automotive  market  in  the  world.'*®  Many  global  economists  predict  that  this  trend  will 
only  continue  -  projecting  that  over  the  next  decade,  over  half  of  the  growth  of  Fortune  500 
Companies  will  come  from  Chlna.'*^  There  Is  no  doubt  that  China  Is  capable  of  absorbing  a 
virtually  unlimited  number  of  “white  collar”  jobs.  One  high-ranking  Chinese  official  recently  cited 
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China’s  goal  of  providing  high  quality  college  educations  to  20%  of  its  population  by  2020.  This 
equates  to  approximately  330  million  highly  educated  people  capable  of  performing  at  virtually 
all  levels  of  business  and  industrial  leadership  and  management  at  approximately  one  tenth  of 
what  their  counterparts  in  the  United  States  would  earn.  Although  the  growth  opportunity 
presented  by  such  a  highly  educated  work  force  will  translate  into  profits  for  companies 
investing  in  China,  if  experience  to  date  is  any  indicator,  it  will  not  translate  into  jobs  or 
strengthening  of  the  industrial  base  for  the  U.S.  economy.  In  this  light,  this  capital  transfer 
poses  serious  national  security  concerns  for  the  United  States. 

China’s  Buildup  of  U.S.  Foreign  Currency  Reserves 

The  substantial  U.S.  trade  imbalance,  combined  with  surging  U.S.  investment,  has 
enabled  China  to  amass  $364B  in  foreign  currency  reserves  as  of  30  September  2003.  At  a 
time  when  the  United  States  is  being  drawn  into  running  record  budget  deficits  in  order  to 
shepherd  a  sluggish  economy  towards  future  recovery  while  financing  the  GWOT,  these 
enormous  foreign  currency  reserves  have  provided  China  the  opportunity  to  buy  record 
amounts  of  U.S.  debt  in  the  form  of  U.S.  Securities.  As  of  30  September  2003,  China  held  over 
$1 22B  of  U.S.  debt,  second  only  to  Japan,  which  owns  a  portfolio  worth  more  that  $440B.  This 
amount  of  U.S.  debt  held  by  China  has  increased  20%  since  January  2003,  and  150%  since 
January  2002.  China  now  holds  9%  of  the  total  U.S.  debt  held  by  foreign  nations.'*®  At  first 
glance,  9%  might  not  seem  to  be  a  significant  amount.  However,  Asia  currently  holds 
approximately  one-half  of  the  world’s  currency  reserves,  approximately  $1 .5  trillion.  By  2008,  it 
is  estimated  that  Asia  will  hold  two-thirds  of  the  world’s  currency  reserves.  To  date,  the  U.S.  has 
been  able  to  count  on  the  in  flow  of  a  much  as  80%  of  Asian  reserves  into  U.S.  securities  which 
are  used  to  finance  the  U.S.  national  debt  ($6.6T)  and  yearly  budget  deficits.®®  Potentially, 
China’s  rising  influence  in  Asia  will  not  only  put  them  in  a  position  to  influence  the  U.S.  economy 
through  the  amount  of  U.S.  debt  they  hold  directly,  but  also  through  the  amount  of  debt  held  by 
the  nations  surrounding  the  “New  Middle  Kingdom”  -  nations  which  the  Chinese  might  control 
indirectly  through  a  “web  of  dependence”  and  multilateral  agreements  such  as  the  China- 
ASEAN  FTA.  In  such  a  scenario,  the  percentage  of  U.S.  debt  held  by  China  would  be 
exponentially  greater  than  9%. 

Is  such  a  level  of  Chinese  influence  far  fetched?  Maybe  not.  At  the  Forum  of  Asia- 
Pacific  Economic  Cooperation  Finance  Ministers  on  5  September  2003,  a  majority  of  finance 
ministers  rejected  U.S.  Treasury  Secretary  John  Snow’s  call  for  revaluation  of  the  Yuan  and  a 
“flexible”  Chinese  exchange  rate.  The  Forum’s  joint  statement  provided  support  for  Beijing’s 
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position  and  “appropriate  exchange  rate  poiicies  that  faciiitate  orderiy  and  baianced  externai 
adjustment.”®^  Another  possibie  manifestation  that  Chinese  economic  power  and  infiuence  are 
transiating  into  poiiticai  power,  is  evident  in  Singapore’s  decision  in  September  2003  to  reiocate 
at  ieast  part  of  its  miiitary  training  faciiities  it  had  heid  in  Taiwan  for  more  than  two  decades  to 
Mainiand  China.  Significantiy,  China  may  attempt  to  appiy  simiiar  economic-poiiticai  pressure 
on  the  United  States.  A  high-ievei  Chinese  officiai  recentiy  remarked  to  a  U.S.  miiitary 
commander  in  Asia  that  in  china’s  view  the  U.S.  wouid  be  highiy  constrained  in  responding  to  an 
aggressive  move  by  China  against  Taiwan  because  the  U.S.  and  China  are  so  economicaiiy 
interdependent. 

Taken  to  a  iogicai  -  though  worst  case  -  conciusion,  such  infiuence  puts  China  in  a 
position  to  negativeiy  or  coerciveiy  affect  the  U.S.  economy  -  and  by  extension  its  foreign 
poiicy  -  indirectiy  through  trade  policy  but  also  directly  through  monetary  policy  by  taking 
calculated  actions  that  could  cause  fluctuations  in  the  value  of  the  dollar,  ranging  from  the 
selective  sell-off  of  U.S.  securities  to  the  wholesale  “dumping”  of  dollars  on  the  world  market. 
Such  action  would  have  a  severe  impact  on  the  U.S.  economy  -  70%  of  which  is  based  on 
consumerspending®^-  in  terms  of  increased  inflation  and  interest  rates  in  the  shortterm  and  a 
potential  replacement  of  the  dollar  as  the  international  standard  currency  in  the  long-term. 

ECONOMIC  OPPORTUNITY  DENIAL  AND  RESOURCE  DOMINANCE 

Some  claim  that  China's  behavior  and  strategy  on  the  world  economic  stage  are  nothing 
more  than  the  result  of  sound  economic  decisions  focused  on  seizing  opportunities  and  growing 
their  markets.  However,  as  China’s  economy  continues  to  expand,  its  requirement  for  natural 
resources  to  fuel  that  expansion  will  also  grow.  The  natural  resource  that  will  be  key  to  the 
continued  expansion  of  Chinese  economic  power  is  crude  oil. 

CHINESE  CRUDE  OIL  REQUIREMENTS 

A  net  importer  of  crude  oil  since  1 993,  China  will  surpass  Japan  in  2004  to  become 
Asia’s  largest  -  and  the  world's  second  largest  -  consumer  of  crude  oil.®®  In  2003,  China 
consumed  on  average  5.4  million  barrels  of  crude  oil  per  day  (BPD).  Of  this  total,  an  average  of 
1.99  million  BPD  (36.8%)  were  imported.  Furthermore,  over  the  past  ten  years,  since 
production  at  its  key  oil  fields  leveled  off,  China's  crude  oil  imports  have  increased  on  average 
1 5%  per  year.  During  this  same  period,  Chinese  crude  oil  consumption  has  grown  an  average 
of  5.77%  per  year,  while  its  domestic  oil  reserves  grew  by  a  total  or  only  1 .67%.®'*  Clearly, 
China’s  8%  average  yearly  economic  growth  is  being  fueled  in  large  part  by  its  substantial 
consumption  of  crude  oil  at  a  rate  that  far  outstrips  the  ability  of  its  current  domestic  and 


16 


international  sources  of  crude  oil  to  sustain  over  the  long  term.  How  will  China  continue  to  meet 
its  demand  for  crude  oil?  It  seems  that  it  has  identified  two  principal  sources  -  Russia  and  the 
resource  rich  South  China  Sea. 

Sino  -  Russo  Oil  Agreement 

On  28  May  2003,  China  signed  an  agreement  with  Russia  that  -  if  carried  out  -  will 
provide  for  the  supply  of  600,000  barrels  of  crude  oil  per  day  via  a  2,400  km  pipeline  from 
Russia.  This  agreement  was  made  to  the  disadvantage  of  Japan,  the  principal  U.S.  ally  in  Asia, 
which  was  negotiating  with  Russia  on  the  construction  of  a  4,000  km  pipeline  that  would  have 
provided  Japan  with  1 M  BPD.  Despite  Japan’s  offers  of  substantial  investment  in  the 
development  and  construction  of  the  pipeline,  the  Russians  deferred  further  consideration  of  this 
proposal  until  2020,  when  sufficient  crude  oil  reserves  will  be  developed  in  Eastern  Siberia  to 
supply  both  the  Chinese  and  Japanese  pipelines  simultaneously.  However,  Japan  recently 
revived  its  pipeline  proposal  to  Russia  by  offering  to  finance  the  entire  cost  of  its  proposed 
pipeline  and  provide  an  additional  $2B  to  develop  untapped  Eastern  Siberian  oil  fields. 

Although  Russia  wishes  to  create  better  ties  with  China  to  shore  up  its  international  stature  and 
avoid  costly  confrontations  with  China,  it  nevertheless  is  weary  of  China’s  growing  power  and 
its  ambitions  with  regard  to  Russia’s  eastern  provinces.  Offering  an  interesting  insight  into 
Chinese  strategy,  Sergei  Grigoriyev,  the  Vice  President  of  the  Russian  state-owned  pipeline 
operator  Transneft,  state  that  “We  can  get  immediate  dividends  from  choosing  the  Chinese 
route,  but  we  would  be  tied  to  one  country  and  would  find  ourselves  at  the  whim  of  their 
policy.’’®®  Consequently,  Moscow  informed  Beijing  in  September  2003  that  it  had  decided  to 
postpone  the  Sino-Russo  oil  agreement  pending  further  evaluation.  Russia  will  make  a  final 
decision  in  the  spring  of  2004.  Although  the  Russians  are  re-evaluating  their  agreement  with 
China,  it  appears  that  China  is  exerting  considerable  effort  to  outmaneuver  Japan  in  it  proposed 
oil  agreement  with  Russia. 

Chinese  Crude  Oil  Requirements  and  the  South  China  Sea 

The  second  source  of  crude  oil  the  Chinese  have  apparently  identified  is  the  South 
China  Sea,  particularly  the  Spratly  Islands  area.  Although  the  Spratly  Islands  are  little  more 
than  a  large  area  of  barren,  partially  submerged  islets  and  reefs,  their  strategic  importance  lies 
in  the  fact  that  sovereignty  claims  to  them  are  used  to  bolster  claims  to  the  surrounding  South 
China  Sea  and  its  resources.  By  2025,  crude  oil  consumption  among  developing  Asian  nations 
is  expected  to  more  than  double  to  29.8M  BPD,  and  natural  gas  consumption  is  expected  to 
more  than  triple  to  21  trillion  cubic  feet  (Tcf)  per  year;  projected  Chinese  consumption  is 
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expected  to  account  for  33%  of  the  increased  crude  oil  consumption  and  over  50%  of  the 
increased  natural  gas  consumption.®’’  The  U.S.  Geologio  Survey  (USGS)  estimates  that  the 
Spratly  region  holds  approximately  28B  barrels  of  crude  oil.  Accurate  estimates  of  the  quantity 
of  natural  gas  held  in  the  region  are  not  available,  but  the  USGS  estimates  that  approximately 
60-70%  of  all  hydrocarbon  resources  in  the  South  China  Sea  are  in  the  form  of  natural  gas.®® 

As  substantial  as  the  USGS  estimates  are,  Chinese  estimates  indicate  that  the  South  China 
Sea  holds  as  much  as  213  billion  barrels  of  crude  oil  and  2,000  Tcf  of  natural  gas.®®  These 
estimates  warrant  a  high  level  of  Chinese  strategic  focus  in  the  South  China  Sea  as  a  strategic 
resource  area.  And  China  is  adjusting  its  regional  relationships  acoordingly. 

In  the  past,  two  issues  would  have  prevented  these  hydrocarbon  resources  from  being 
exploited:  the  deep-sea  drilling  technology  required  to  access  the  deposits  in  depths  as  great  as 
2,300  meters,  and  the  contested  sovereignty  of  the  region.  The  Spratly  Islands  are  claimed  by 
the  Philippines,  Brunei,  Malaysia,  Vietnam,  Taiwan  and  China.  The  technology  problem  has 
been  solved.  The  latest  commercially  available  deep  sea  drilling  technology  has  allowed 
exploration  at  depths  as  great  as  3,000  meters  in  the  Atlantio  Ocean.  And  China  is  making  a 
strong  effort  to  solve  the  sovereignty  issue. 

China  is  building  on  the  progress  they  have  made  in  relations  with  ASEAN  through  the 
China-ASEAN  FTA  as  well  as  China’s  accession  to  the  Treaty  of  Amity  and  Cooperation,  which 
specifies  norms  for  relations  between  ASEAN  members.  These  norms  include  mutual  respect 
for  sovereignty  and  territorial  integrity  of  signatory  countries,  non-interference  in  member  states’ 
internal  affairs,  and  renunciation  of  the  threat  or  use  of  force  against  other  member  states.  In 
September  2002,  China  invited  exploration  bids  from  foreign  oil  companies  in  1 2  oil  and  gas 
blocks  in  the  Spratly  area.  In  the  spirit  of  the  Treaty  of  Amity  and  Cooperation,  China  has 
proposed  to  transcend  South  China  Sea  sovereignty  issues  in  this  exploration  effort  by  offering 
the  other  Spratly  claimants  shared  drilling  rights  in  all  exploration  efforts.  Under  this  proposal, 
China  will  set  aside  the  legalities  of  sovereignty  claims  until  all  oil  and  gas  reserves  have  been 
exploited.®®  As  a  confidence  building  measure  -  given  that  China  has  openly  flouted  sovereignty 
claims  to  the  Spratlys  at  its  convenience  for  three  decades  -  China  has  also  proposed  the 
establishment  of  a  Joint-venture  Resources  Management  Body  with  rotating  leadership  among 
claimant  states.  Despite  this  offer,  skeptics  point  out  that  China’s  relative  overwhelming  naval 
and  economic  superiority  renders  the  other  claimants  helpless  to  be  much  more  than  a  rubber 
stamp  for  Beijing’s  policies.  Given  the  geographic  dispersion  of  the  oil  and  gas  blocks  marked 
by  China  for  exploration,  China  would  essentially  hold  sway  over  the  entire  Spratly  Islands  area 
as  well  as  the  continental  shelf  at  the  southern  end  of  the  South  China  Sea.  Given  the  extent  of 
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this  area,  China  wouid  not  oniy  secure  the  oii  and  gas  resources  of  the  region  but  aiso  be  in  a 
position  to  virtuaiiy  dominate  a  key  giobai  trading  route. 

CONCLUSION 

Since  the  Chinese  economy  has  grown  to  be  the  second  iargest  in  the  worid  -  as 
measured  by  PPP  -  and  with  its  prospects  for  greater  growth  over  the  next  fifty  years,  the 
United  States,  as  the  worid’s  iargest  economy  and  the  ieader  of  the  free  worid,  cannot  avoid 
engaging  China  economicaiiy.  However,  the  United  States  must  approach  its  economic 
reiationship  with  China  with  “eyes  wide  open”  and  focus  on  safeguarding  U.S.  nationai  security 
interests  at  home  and  abroad.  We  must  reaiize  that  China’s  economic  poiicies  toward  the 
West  -  and  its  strategies  for  impiementing  those  poiicies  -  are  in  iarge  part  a  product  of  its 
historicai  experience.  The  Opium  Wars  and  their  aftermath  continue  to  significantiy  infiuence 
Chinese  economic  interactions  with  the  West.  We  must  acknowiedge  China’s  determination  to 
never  again  permit  the  humiiiation  of  the  “Period  of  Unequai  Treaties;”  the  imposition  of  a  semi- 
coionial/semi-feudai  state,  the  breaching  of  China’s  territoriai  integrity  and  sovereignty,  the 
devastation  of  the  Chinese  economy,  and  the  discrediting  -  and  resuiting  downfaii  -  of  its  ruiing 
government.  The  Chinese  inteiiectuai,  Wei  Wan's  admonition  to  ‘iearn  from  the  West  in  order  to 
fight  the  West’  is  arguabiy  the  foundation  of  the  Chinese  approach  to  “Unrestricted  Warfare.”  In 
many  ways,  this  approach  is  based  on  expioiting  opportunities  -  expioitation  that  foiiows  a  path 
of  ieast  resistance  and  that  hoids  the  greatest  advantage  for  China.  Many  beiieve  that  China 
views  its  economic  competition  with  the  United  States  as  a  “zero  sum  game.”  According  to  this 
view,  China  sees  any  opportunity  gained  in  its  interests  as  an  opportunity  no  ionger  avaiiabie  to 
the  U.S.  in  support  of  its  interests.  Therefore,  expioiting  aii  opportunities  -  dipiomatic, 
informationai,  miiitary  and  economic  -  is  advantageous  to  China's  iong-term  strategic  objectives. 
In  spite  of  this  view,  the  United  States  can  successfuiiy  interact  with  China.  However,  such 
interactions  wiii  require  a  carefuiiy  crafted  and  executed  strategy  that  empioys  strategicaiiy 
appiied  “pushback”  at  the  right  times  and  in  the  right  pieces.  Through  such  a  strategy,  the  U.S. 
can  successfuiiy  engage  China  on  equai  terms  in  a  reiationship  of  mutuai  respect,  in  the  iong 
term,  such  an  engagement  strategy  wiii  deny  China  the  opportunities  to  expioit  our  economic 
reiationship  in  ways  that  are  detrimentai  to  U.S.  nationai  security  interests.  In  its  engagement 
with  China,  the  United  States  must  avoid  setting  the  stage  for  miscaicuiations,  that  in  the  worst 
case,  couid  resuit  in  armed  confrontation  whether  it  be  in  the  Taiwan  Straits,  the  South  China 
Sea,  Indian  Ocean  or  even  in  the  Western  Hemisphere.  The  foiiowing  recommendations 
support  a  U.S.  poiicy  of  strategic  “pushback”  towards  China.  The  U.S.  must: 
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•  Reduce  the  U.S.  budge  deficit  by  75%  over  the  next  six  years,  reducing  it  to  a 
manageabie  ievei  without  over-reiiance  upon  extensive  foreign  purchase  of  U.S. 
securities. 

•  Commit  to  reducing  the  U.S.  trade  deficit  by  50%  over  the  next  ten  years.  To 
accompiish  this,  the  U.S.  must  ieverage  aii  resources  of  the  WTO  to  force 
compiiance  by  China  (and  aii  member  nations)  with  fairtrade  practices.  Additionaiiy, 
the  U.S.  Government  must  stem  the  export  of  key  eiements  of  the  strategic 
manufacturing  base  and  “white  coiiar”  jobs. 

•  Emphasize  muitiiaterai  as  weii  as  bi-iaterai  economic  and  security  frameworks  in  the 
Asia-Pacific.  Key  to  this  effort  wiii  be  strengthening  the  U.S.  reiationship  with 
ASEAN,  the  ASEAN  Regionai  Forum  and  reinvigorating  the  Asia-Pacific  Economic 
Cooperation  Forum.  Through  this  action,  the  U.S.  wiii  be  abie  to  ieverage  aii 
eiements  of  nationai  power  to  thwart  Chinese  efforts  to  attack  the  dipiomatic 
iegitimacy  of  U.S.  power  and  infiuence  in  the  Asia-Pacific;  counter  China’s 
information  offensive  centered  on  creating  a  new  economic,  poiiticai  and  sociai  order 
in  Asia  -  described  by  China  as  “fair  and  rational’’  -  and  counter  China’s  attack  on 
U.S.  miiitarv  strength  through  its  “economic  encirciement”  of  the  United  States  and 
its  Asia-Pacific  friends  and  aiiies. 

•  Spearhead  deveiopment  of  aiternative  energy  sources  with  the  goai  of  reducing  U.S. 
and  aiiied  dependence  on  crude  oii  by  50%  over  the  next  20  years.  China  shouid  be 
given  the  opportunity  to  be  a  fuii  partner  in  this  effort. 

•  Commit  to  maintaining  dominant  miiitary  presence  in  the  Asia-Pacific  through  2050. 

China  has  incorporated  its  economic  power  as  a  component  of  its  strategy  of 
“Unrestricted  Warfare.”  It  is  executing  that  strategy  now  in  the  form  of  an  “economic  attack” 
against  aii  four  eiements  of  United  States  nationai  power  in  the  Asia-Pacific.  By  adopting  a 
strategy  of  “strategic  pushback,”  the  United  States  can  “meet,  check,  parry,  and  thrust”  any 
Chinese  efforts  at  economic  “Unrestricted  Warfare”  and  take  positive  steps  towards  buiiding  a 
firm  yet  productive  reiationship  with  China  -  one  in  which  U.S.  nationai  security  interests  are 
adequateiy  protected. 

WORD  COUNT=  8,856 
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